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INTRODUCTION 


The  following  two  papers  by  Robert  M.  Macintosh  and 
James  F.  Chalcraft  were  presented  to  an  Outlook  and  Issues 
seminar  sponsored  by  the  Ontario  Economic  Council  at  London, 
Ontario,  November  28,  1977.  Although  the  Council  does  not 
necessarily  subscribe  to  the  analysis  and  conclusions  presented 
in  the  papers,  we  are  distributing  them  as  a  contribution  to 
the  ongoing  analysis  of  pensions  in  Canada. 
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THE  GREAT  PENSION  FUND  ROBBERY  REVISITED 


R.  M.  Macintosh 
Executive  Vice-President 
The  Bank  of  Nova  Scotia 


In  the  last  two  or  three  years  there  has  been  a  sharply 
increased  public  awareness  of  the  importance  of  pension  funds 
in  public  policy.  Many  people  have  come  to  realize  that  what 
is  a  dry  and  technical  subject  has  a  lot  to  do  with  their  own 
real  incomes  after  retirement.  Pension  contributions  affect 
the  take-home  pay  of  employees,  the  earnings  of  corporations, 
the  burdens  on  the  taxpayer,  the  distribution  of  income  between 
generations  and  between  different  groups  in  society,  and  the 
whole  structure  of  incentives  in  our  mixed  private-public 
enterprise  system.  The  rising  importance  of  pensions  in  the 
compensation  package,  together  with  the  destructive  influence 
of  inflation,  have  made  the  whole  field  one  of  absorbing 
interest . 

This  paper  will  deal  primarily  with  the  issue  of  index¬ 
ation,  since  the  issues  at  stake  remain  very  important,  touching 
as  they  do  on  questions  of  equity  between  different  groups  in 
society,  on  incentives  to  save  and  invest,  on  the  size  of  the 
public  sector  as  opposed  to  the  private  sector,  and  on  a  host 
of  related  public  policy  questions. 

Indexation  is  of  course  not  the  only  important  issue  in 
pension  fund  policy,  and  is  only  one  of  many  basic  questions 
touched  on  in  the  Ontario  Economic  Council's  study  "Public  and 
Private  Pensions  in  Canada:  An  Economic  Analysis"  by  Professors 
Pesando  and  Rea,  which  is  the  excellent  research  study  on  which 
this  conference  is  based.  Since  it  is  not  possible  to  cover 
the  whole  spectrum  of  the  subject  in  a  short  paper,  it  seems 
more  useful  to  concentrate  on  one  issue  in  some  depth. 


The  indexation  of  pensions  is  an  idea  which  has  a  great 
natural  appeal.  With  the  high  rates  of  inflation  in  recent 
years,  the  erosion  of  the  real  income  of  pensioners  has  been 
very  substantial,  and  has  in  many  cases  reduced  the  standard  of 
living  of  our  senior  citizens  to  unacceptable  levels.  No  one 
could  possibly  deny  that  it  is  desirable  to  protect  the  retire¬ 
ment  incomes  of  our  older  generation.  The  Prime  Minister 
himself  recently  wrote  as  follows  to  the  President  of  the  Union 
of  Defense  Employees: 

"Protecting  pensions  from  inflation  by  indexing 
them  to  increases  in  the  cost  of  living  should 
be  an  integral  part  of  our  pension  schemes. 

In  our  society,  pensions  provide  a  means  of 
sharing  risk  so  that  we  can  retire  in  reasonable 
security  and  dignity,  without  fear  of  the  future... 
Indexing  does  not  give  pensioners  an  increasingly 
larger  claim  on  our  economy's  production,  that 
is ,  more  money  to  buy  things  they  could  not 
earlier  afford.  Even  a  modest  rate  of  inflation 
destroys,  at  a  devastating  rate,  the  buying  power 
of  people  on  fixed  incomes.  Pensioners  are  out 
of  the  workforce  and  cannot  bargain  or  strike  for 
larger  incomes.  They  are  not  the  cause  of 
inflation:  they  are  its  victim.  We  have  an 
obligation  to  help  protect  them."  (1) 


As  a  general  statement  of  principle,  the  Prime  Minister's 
letter  is  perfectly  right.  Unfortunately  this  general  state¬ 
ment  of  principle  is  in  conflict  with  another  general  statement 
of  principle  contained  in  the  1976  Speech  from  the  Throne,  in 
which  the  Government  declared  that  there  should  be  "an  equitable 
relationship  between  compensation  levels  in  the  public  and 
private  sectors".  One  of  the  most  important  objectives  of 
public  policy  is  to  establish  equity  between  different  groups 
in  society.  There  is  a  serious  inequity  between  the  federal 
public  service  with  its  unlimited  indexed  pensions  on  the  one 
hand  and  the  rest  of  the  labour  force  on  the  other.  In  this 
paper,  I  want  to  explore  why  it  is  impossible  in  law  and  in 
practice  for  the  private  sector  to  achieve  full  indexation  in 
the  same  way  as  is  presently  available  in  the  federal  public 


(1)  Globe  and  Mail,  October  29,  1977. 
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sector.  As  Laurence  Coward,  the  consulting  actuary,  said  in  a 
reply  to  the  Prime  Minister: 

"Public  servants  deserve  good  pensions,  but  not 
better  than  those  of  all  other  employees  in 
Canada . "  ( 2 ) 

Obviously  the  most  equitable  way  to  deal  with  this  problem 
would  be  to  wipe  out  inflation.  The  slow  unwinding  of  inflation 
is  building  in  new  layers  of  inequity  between  groups,  since 
indexed  retirement  benefits  are  compounded  year  by  year  with 
the  rate  of  inflation.  With  a  federal  cash  deficit  of  $8.5 
billions  in  the  current  fiscal  year  ending  March  31st,  and  the 
prospect  of  an  even  larger  cash  deficit  next  year,  it  is  hard 
to  believe  that  the  inequities  built  into  the  present  pension 
situation  will  not  be  further  magnified.  With  slow  growth  of 
the  private  sector,  the  huge  federal  deficit  will  be  partly 
financed  by  expansion  of  the  money  supply,  now  targeted  by  the 
Bank  of  Canada  between  7%  and  11%.  In  my  view,  expansionist 
policies  are  having  a  counter-productive  effect  on  employment 
and  production.  Tougher  fiscal  and  monetary  policies,  far 
from  working  against  full  employment,  would  create  the  environ¬ 
ment  of  confidence  which  is  so  necessary  to  bring  the  Canadian 
economy  back  to  effective  performance.  Inequitable  pension 
arrangements  are  only  one  of  the  inequitable  consequences  of 
inflation,  and  the  only  lasting  way  to  solve  the  problem  will 
be  to  stamp  out  inflation  altogether  rather  than  attempt  to 
index  it. 

Since  the  implications  of  indexing  federal  civil  service 
pensions  were  brought  to  the  attention  of  the  public  two  years 
ago,  the  Treasury  Board  produced  a  document  entitled  "Basic 
Facts  About  Pensions  in  the  Public  Service  of  Canada".  On 
reading  this  document,  my  first  reaction  was  to  wonder  whether 
it  would  not  be  possible  to  develop  legislation  which  would 
provide  for  the  declaration  of  insider  positions  and  conflict 

(2)  Globe  and  Mail,  November  5,  1977. 
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of  interest  rules  for  government  officials,  comparable  to 
securities  legislation  in  the  private  sector.  The  present  value 
of  future  benefits  owing  to  the  elected  and  appointed  officials 
who  make  pension  fund  policy  frequently  runs  to  tens  of  thousands 
and  even  hundreds  of  thousands  of  dollars.  Is  there  not  a  case 
that  this  information  should  be  available  to  the  public  in  the 
same  way  that  information  on  the  stock  holdings  of  directors  and 
managers  of  companies  is,  when  those  who  make  the  policies  are 
the  beneficiaries? 

The  Treasury  Board  study  is  a  hard-line  defense  of  the 
indexation  of  federal  public  service  pensions.  The  defense  is 
based  on  the  following  grounds: 

1.  As  a  matter  of  equity,  retired  civil  servants 
should  be  protected  from  inflation; 

2 .  Public  service  employees  make  substantial 
contributions  out  of  their  incomes  to  the  Public 
Service  Superannuation  Account; 

3.  The  Public  Service  Superannuation  Account  is 
actuarially  sound  on  the  basis  of  the  contributions 
made  by  the  employees  and  the  employers; 

4.  The  private  sector  can  index  pension  funds  too,  if 
it  so  desires,  and  some  have  already  provided  a 
degree  of  indexation. 

In  has  already  been  observed  that  the  equity  argument  for 
protection  of  inflation  can  only  be  acceptable  in  the  context 
of  comparable  benefits  throughout  the  private  sector.  Later 
on  in  this  paper,  an  attempt  will  be  made  to  show  that  private 
pension  schemes  cannot  work  on  this  basis. 

The  argument  that  federal  civil  service  pensions  are 
heavily  "funded"  out  of  employee  and  employer  contributions  is 
stressed  in  the  Treasury  Board's  study,  and  has  been  given  wide¬ 
spread  attention  by  letters  to  the  editor  from  officers  of  the 
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Public  Service  Alliance,  the  Professional  Institute  of 
the  Public  Services,  and  so  forth.  The  7.5%  employee  contribu¬ 
tion  has  three  components:  5.6%  for  the  basic  pension,  an  0.9% 
contribution  for  the  Canada  Pension  Plan,  and  a  1.0%  contribu¬ 
tion  for  the  post-retirement  escalation  of  pensions  due  to 
inflation.  There  is  a  matching  contribution  by  the  employer, 
the  Government  of  Canada,  except  that  there  is  an  open-ended 
commitment  on  the  part  of  the  employer  to  finance  indexed 
pensions  in  the  event  that  benefits  exceed  the  amount  obtained 
in  the  fund  built  up  from  the  1.0%  contribution  by  both  employee 
and  employer. 

There  is  no  doubt  that  these  contribution  rates  are 
relatively  high  compared  to  the  private  sector,  as  has  been 
pointed  out  by  various  spokesmen  of  the  public  service.  But 
what  is  wrong  in  the  Treasury  Board  document  is  the  implication 
that  this  makes  the  public  service  superannuation  account 
actuarially  sound,  and  what  is  very  misleading  is  to  state  that 
the  public  service  pension  plan  is  "funded". 

On  the  issue  of  actuarial  soundness,  the  Treasury  Board 
sets  out  its  assumptions  on  page  13  of  the  study.  Since  this 
document  was  written  in  October  1976,  one  can  only  assume  that 
the  authors  were  living  in  West  Germany  and  not  in  Canada. 

Three  of  the  projections  for  inflation  used  a  rate  of  4%  or  5%, 
and  the  fourth  projection  was  based  on  8%.  In  point  of  fact, 
we  have  experienced  a  9.1%  average  rate  of  increase  in  consumer 
price  index  in  the  last  five  years,  but  even  the  8%  assumption 
is  set  alongside  an  assumed  rate  of  interest  on  the  book  entry 
government  bonds  of  10.5%.  The  third  assumption  used  to  make 
this  projection  is  that  the  average  salary  increase  in  the 
public  service  will  be  9.5%. 

To  sum  up  this  set  of  assumptions,  the  inflation  rate  was 
set  too  low,  the  rate  of  interest  too  high,  and  the  salary 
increase  is  assumed  to  be  1%  less  than  the  interest  rate.  To 
state  that  the  pension  fund  is  actuarially  sound  based  on  these 
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assumptions  is  not  merely  misleading  but  ludicrous.  And  here 
we  are  at  the  very  heart  of  the  matter  as  to  the  actuarial 
soundness  of  pension  funds  during  rapid  inflation.  By  assuming 
that  the  rate  of  return  on  the  assets  is  higher  than  the  rate  of 
salary  increase  or  the  rate  of  inflation,  the  Treasury  Board  is 
in  effect  forcing  the  conclusion  that  the  fund  is  actuarially 
sound.  One  is  reminded  of  the  old  cliche  about  the  academic 
and  the  public  servant  never  having  met  a  payroll.  In  this  case 
I  would  modify  it  to  read:  Cabinet  Ministers  and  civil  servants 
ought  to  be  charged  with  the  responsibility  of  trustees  trying 
to  invest  funds  in  assets  so  as  to  keep  their  pension  fund 
actuarially  sound. 

But  this  is  only  half  the  problem  with  the  actuarial 
assumptions.  The  unrealistic  actuarial  assumptions  which  have 
just  been  referred  to  in  the  Treasury  Board's  study  are  carried 
through  in  the  requirements  imposed  by  the  Department  of 
National  Revenue  on  private  pension  funds  in  order  to  obtain 
clearance  for  the  employer's  tax  deductible  expenses.  Private 
pension  funds  are  required  to  assume  that  the  rate  of  salary 
increases  is  not  less  than  1%  below  the  rate  of  return  on 
investment  assets.  In  recent  years  when  wage  and  salary 
increases  have  been  running  between  8%  and  14%  per  annum,  the 
average  rate  of  return  on  any  large  established  fund  has  rarely 
reached  as  high  as  8%.  Hence  the  assumptions  imposed  on  the 
private  sector  by  the  Procrustes  who  holds  forth  in  the  Depart¬ 
ment  of  National  Revenue  are  basically  unrealistic  and  unsound. 
It  follows  that  the  certified  actuarial  soundness  of  private 
pension  funds  is  only  as  valid  as  the  underlying  assumptions 
on  which  they  are  based.  Since  the  assumptions  are  wrong  a 
certificate  of  actuarial  soundness  is  wrong  too.  We  will  return 
later  to  this  question  of  the  rate  of  return  on  investment 
assets  and  private  funds. 

However,  before  waving  a  jolly  goodbye  to  the  actuarial 
question,  it  seems  worth  while  to  quote  the  views  of  the 
Canadian  Institute  of  actuaries  on  the  Treasury  Board's  defense 
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of  the  public  service  pension  plan.  This  document  was  released 
November  19,  1976,  and  was  given  less  press  attention  than  it 
deserved.  The  following  is  a  direct  quote: 

"What  is  ironic  is  that  the  speciousness  or 
the  dubious  validity  of  so  many  of  the  state¬ 
ments  made  and  arguments  advanced  in  this 
document  have  aroused  the  suspicion  or  outright 
condemnation  of  practically  every  professional 
actuary  who  has  examined  the  document." 

And  further  on  we  read: 


"The  important  point  is  that  the  contributions 
to  the  account  each  year  properly  reflect  an 
appropriate  actuarial  estimate  of  the  cost  or 
present  value  of  benefits  to  be  paid  in  the 
future  which  are  attributable  to  that  year.  We 
are  satisfied  that  for  the  basic  or  non-indexed 
portion  of  the  system,  this  is,  in  fact,  being 
done.  However,  the  same  is  not  true  for  the 
financing  of  the  benefit  adjustments  under  the 
Supplementary  Retirement  Benefits  Act,  which  is 
the  mechanism  by  which  benefits  under  the  system 
are  adjusted  in  line  with  the  changes  in  the 

consumer  price  index .  The  result  in  our 

opinion,  is  that  the  value  or  the  cost  of  the 
indexing  adjustments  is  systematically 
concealed . " 


So  much  for  the  statement  in  the  Treasury  Board's  study 
that  its  first  purpose  is  to  set  the  record  straight. 


Let  us  turn  now  to  the  third  argument  which  is  used  as  a 
principle  defence  of  the  present  arrangement.  The  Treasury 
Board  document  states  in  a  number  of  ways  that  the  super¬ 
annuation  account  is  a  funded  account.  By  "funded"  it  is  meant 
that  the  book  entry  credits  arising  from  contribution  to  the 
accounts,  plus  theoretical  interest  earnings,  are  sufficient 
to  pay  the  pension  funds  of  all  the  current  pensioners  and  the 
surviving  employees,  if  the  pension  fund  were  terminated  today. 
The  Treasury  Board  goes  on  to  say  that  the  plan  is  not  quite 
"fully  funded"  because  there  are  some  past  service  liabilities 
which  have  not  yet  been  amortized  in  the  contributions. 
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Unfortunately,  this  concept  of  the  word  "funded"  is 
highly  misleading.  The  public  service  pension  funds  are  not  in 
fact  funded,  because  there  is  no  fund.  There  is  only  a  book 
entry,  and  there  are  no  assets  earning  interest  from  which  the 
pensions  will  be  paid.  The  contributions  from  both  employer 
and  employee  in  the  federal  plan  flow  into  the  consolidated 
revenue  fund,  where  they  become  merged  with  the  general  budget 
and  non-budge tary  expenditures  and  revenues  of  the  government. 
The  only  "fund"  is  a  liability  on  the  part  of  the  taxpayer. 

Now  the  fact  is  that  in  the  private  sector,  the  word  "funded" 
is  used  in  a  very  specific  sense,  meaning  that  there  must  be 
an  actual  pool  of  investment  assets  representing  the  contribu¬ 
tions  of  employees  and  employers,  which  are  managed  by  trustees 
or  which  are  invested  in  an  insured  plan.  The  legal  requirement 
under  the  Pensions  Benefits  Standards  Act  is  that  the  fund  in 
this  real  meaning  of  the  word  must  earn  a  sufficient  rate  to 
pay  out  the  benefits  to  the  retired  members  and  current  members 
of  the  pension  fund  in  full.  The  rate  of  return  on  the  assets 
can  be  actually  measured,  and  if  there  is  a  deficiency  in  the 
plan  it  must  be  rectified  over  a  given  period  of  time. 

Some  provincial  employee  pension  funds  are  invested  in 
provincial  government  bonds,  but  in  most  cases  which  I  know  of 
there  are  identifiable  provincial  government  bonds  representing 
the  assets,  and  earning  rates  of  interest  reflecting  current 
markets.  There  are  also  some  indexed  features  in  some  of  the 
provincial  plans,  but  in  no  case  that  I  know  of  are  they 
completely  open-ended  with  respect  to  the  payment  of  benefits 
in  relation  to  inflation.  In  the  case  of  the  federal  govern¬ 
ment  and  of  the  provinces  as  well,  there  are  certainly  capital 
assets  of  some  size  which  tend  to  offset  the  liabilities  which 
represent  the  indebtedness  of  the  government  to  the  pension 
funds.  Federal  assets  include  the  airports  and  harbours  and 
roads  and  federal  government  buildings  and  so  forth.  Provincial 
assets  include  the  enormous  capital  plant  invested  in  education 
and  in  the  health  system.  While  there  is  no  definable  rate  of 
return  on  these  assets,  the  capital  infrastructure  is  of  course 
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essential  to  the  operations  of  the  private  sector  and  no  one  can 
dispute  the  fact  that  without  them  there  would  be  no  rate  of 
return  on  private  assets  either. 

So  the  argument  does  not  hang  on  whether  or  not  there 
should  be  be  a  social  capital  infrastructure,  but  on  whether  or 
not  the  rate  of  return  of  public  service  pension  funds  is  in  any 
sense  dependent  on  the  market  yields  which  are  found  in  the 
private  market  economy.  I  would  contend  that  all  public  service 
pension  funds  should  flow  through  the  market  economy,  that  is 
to  say  through  the  financial  system  so  that  there  would  be  a 
test  of  rates  of  return  for  everyone  to  see.  Undoubtedly  a 
significant  part  of  the  cash  flow  of  public  service  pension 
funds  would  still  be  borrowed  by  the  various  levels  of  govern¬ 
ment,  as  it  now  is,  and  the  rates  of  return  might  or  might  not 
be  higher  than  they  presently  are.  The  point  is  that  govern¬ 
ments  would  have  to  borrow  the  money  according  to  some  criteria 
established  by  people  representing  the  ultimate  beneficiaries, 
so  that  there  would  be  a  market  yardstick  to  measure  the  demands 
of  government  for  savings.  In  fact  this  process  already  works 
to  a  significant  degree  in  the  Province  of  Ontario,  and  in  the 
Province  of  Quebec  we  find  this  process  at  work,  not  only  with 
respect  to  provincial  superannuation  accounts  but  with  regard 
to  the  Quebec  Pension  Plan  which  is  the  counterpart  of  the 
Canada  Pension  Plan.  It  is  this  process  which  is  lacking  in 
the  federal  system,  and  which  makes  the  Treasury  Board's  concept 
of  a  "funded"  plan  so  misleading. 

Not  the  least  advantage  which  would  follow  from  funding 
the  public  service  pension  funds  would  be  that  those  responsible 
for  their  administration  would  soon  acquire  a  more  practical 
sense  of  the  workings  of  the  private  sector.  Under  present 
circumstances,  the  Treasury  Board,  the  Civil  Service  Commission, 
and  most  of  the  public  service  unions  are  totally  insulated 
from  involvement  in  the  securities  markets  of  the  country. 
(However,  this  is  not  true  of  the  whole  public  sector;  some  of 
the  crown  corporations  such  as  Air  Canada,  the  C.N.R.  and  the 
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C.B.C.  pension  funds,  are  fully  funded  in  the  same  sense  as  in 
the  private  sector.)  But  with  respect  to  the  bulk  of  the 
federal  public  sector,  it  is  neither  here  nor  there  to  the 
beneficiaries  whether  bond  yields  go  up  or  down,  whether  common 
stocks  pay  dividends,  or  whether  mortgages  are  good  investments. 

In  short,  the  performance  of  the  private  sector  is  irrelevant. 

The  impact  of  inflation  on  financial  institutions  and  financial 
markets  is  irrelevant.  If  there  were  an  investment  committee 
of  senior  civil  servants  charged  with  the  responsibility  of 
earning  a  rate  of  return  sufficient  to  meet  the  pension  benefits 
under  the  Act,  there  would  undoubtedly  be  an  entirely  different 
attitude  towards  the  private  sector.  This  would  soon  expose 
whether  or  not  the  public  service  superannuation  account  and 
the  supplementary  pension  benefits  are  actuarially  sound  with 
the  indexing  arrangements  they  enjoy. 

This  brings  me  to  the  proposal  that  the  federal  public 
service  funds  should  be  brought  under  the  Canada  Pension  Benefits 
Standards  Act,  along  with  all  other  funds  which  are  subject  to 
this  federal  jurisdiction.  Why  indeed  should  this  not  be  the 
case?  The  only  conceivable  argument  is  that  the  federal  govern¬ 
ment  has  an  unlimited  ability  to  tax  the  public  as  it  goes  along, 
and  therefore  can  afford  to  operate  a  pay-as-you-go  plan.  I 
would  argue  that,  given  the  relatively  large  size  of  the  public 
sector  in  the  economy,  public  service  pensions  should  be  subjected 
to  exactly  the  same  arrangements  as  are  applied  to  everyone  else. 
It  does  not  make  sense  for  the  government  to  pass  one  law  for 
the  private  sector  and  a  different  law  for  its  own  employees. 

If  there  are  no  real  differences  between  the  public  sector 
pensions  and  those  in  the  private  sector,  as  the  Treasury  Board 
maintains,  then  the  government  should  have  no  objection  to  my 
proposal . 

Finally,  we  might  approach  the  question  of  equitable 
treatment  between  the  public  and  private  sectors  from  looking 
at  the  possibility  of  enabling  the  private  sector  pension  funds 
to  index  their  pension  funds  in  relation  to  the  cost  of  living 
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index,  like  the  federal  plan.  Some  legislative  steps  have  in 
fact  already  been  taken  to  make  this  legally  possible,  subject 
to  actuarial  sufficiency.  Here  we  come  to  the  nub  of  the  matter. 
Rates  of  return  on  investment  assets  have  been  far  from  suffi¬ 
cient  to  meet  the  actuarial  requirements  of  pension  plans  which 
have  final  average  features,  when  the  rate  of  inflation  is 
substantial.  Pesando  and  Rea  ask  the  question:  "whether 
private  pension  plans,  in  general,  can  provide  fully  indexed 
pension  benefits  during  the  employee's  retirement  years  and 
yet  remain  actuarially  sound" .  The  answer  which  they  come  up 
with  is  that  "closer  analysis  indicates  that  private  pension 
plans  could  provide  fully  indexed  pension  benefits  and  remain 
actuarially  sound  if  the  real  returns  on  the  assets  which 
comprise  their  portfolios  were  unaffected  by  inflation". 

Another  way  of  putting  this  is:  "If  wishes  were  horses, 
beggars  would  ride" .  Because  the  truth  of  the  matter  is  that 
the  rate  of  return  on  assets  in  private  pension  fund  portfolios 
has  demonstrably  fallen  well  behind  the  growth  in  liabilities. 

In  a  lengthy  Appendix  to  their  study,  Pesando  and  Rea  have  come 
to  the  somewhat  grudging  conclusion  that  common  stocks  have  not 
provided  a  very  effective  hedge  against  inflation  in  recent 
years.  Their  approach  to  this  conclusion  would  have  been 
somewhat  less  theoretical  if  they  had  examined  the  results  of 
the  measurement  services  which  provide  to  numerous  private 
pension  funds  in  Canada  a  calculation  of  their  rates  of  return. 
These  calculations  are  almost  universally  carried  out  in  terms 
of  overall  market  rates  of  return,  consisting  of  interest 
dividends,  and  capital  gains  or  losses.  The  science  of  measur¬ 
ing  pension  fund  performance  is  highly  developed,  and  it  is 
disappointing  that  there  was  no  reference  to  this  work  in  the 
book.  Briefly  stated,  the  results  of  the  last  decade  for  a 
number  of  pension  funds  comprising  about  half  the  total  assets 
of  all  private  pension  funds  in  Canada,  demonstrate  conclusively 
that  money  rates  of  return  have  fallen  short  of  the  rate  of 
inflation.  In  the  last  five  years,  the  consumer  price  index 
has  increased  by  9.1%  per  year  on  average.  In  the  same  period 
of  time,  the  calculated  median  market  rate  of  return  of  the 
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funds  measured  by  one  measurement  service  has  been  4.7%. 
real  rates  of  return  on  all  of  the  assets  held  by  these  funds 
have  been  minus  4%  in  the  last  five  years. 

About  two-fifths  of  the  portfolio  assets  of  these  funds 
were  invested  in  common  stocks,  and  the  balance  in  bonds  and 
mortgages.  Performance  would  have  been  better  had  they  been 
invested  entirely  in  bonds  and  mortgages.  In  fact,  many  portfolio 
managers  wish  that  this  is  what  they  had  done.  But  the  drying 
up  of  equity  investment  by  pension  funds  and  other  important 
savings  institutions  is  taking  us  down  the  road  towards  the 
end  of  the  private  enterprise  system.  Unless  corporations  can 
raise  equity  funds  in  the  open  market,  they  will  not  be  able  to 
maintain  the  conventional  financial  ratios  on  which  lenders  base 
their  loans.  Hence,  going  one  step  further,  the  ability  of 
private  corporations  to  borrow  by  issuing  long  term  bonds  will 
eventually  be  undermined  by  their  inability  to  issue  stock. 

Indeed  this  process  is  already  well  advanced,  and  is  a  funda¬ 
mental  part  of  the  problem  of  restoring  an  environment  for 
private  capital  investment  in  Canada. 

If  indexation  were  introduced  for  private  pension  plans, 
the  problem  would  be  even  more  difficult  than  this.  In  the  case 
of  final  average  earnings  pension  funds,  the  compound  effect 
of  consumer  price  inflation  over  many  years  is  built  into  the 
final  earnings  figure.  But  in  the  case  of  an  investment  port¬ 
folio,  a  high  rate  of  return  for  some  years  might  well  be 
followed  by  much  lower  rates  of  return  in  other  years.  There 
is  no  assurance  whatsoever,  that  a  high  compound  rate  can  be 
built  into  the  fund  so  that  it  is  ratcheted-up  in  the  future. 

When  10%  bonds  mature,  they  may  be  replaced  by  5%  bonds.  When 
35  year  mortgages,  which  can  in  fact  be  paid  off  in  5  years, 
are  brought  into  the  calculations,  future  rates  of  return  are 
even  more  uncertain.  In  other  words,  the  liabilities  have 
a  perpetual  quality  about  them,  whereas  the  assets  are  shorter 
in  term. 
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That  is  not  the  end  of  the  problems.  Until  recently,  as 
Pesando  and  Rea  point  out,  tax  regulations  served  to  discourage 
the  growth  of  final  earnings  plans.  Until  1975,  the  Department 
of  National  Revenue's  regulations  explicitly  precluded  incor¬ 
porating  into  salary  projections  an  allowance  for  the  possible 
effects  of  inflation.  In  other  words  it  was  against  the  law 
to  take  into  account  the  possibility  of  inflation,  and  incor¬ 
porate  actuarial  assumptions  which  would  provide  for  it  in  a 
final  earnings  plan.  On  December  1st,  1975,  this  was  changed 
to  make  an  allowance  for  inflation  funding  "provided  that  the 
long  term  assumption  adopted  for  the  salary  scale  is  reasonably 
consistent  with  the  long  term  assumption  concerning  the  rate 
of  return  on  assets;  normally  the  latter  should  exceed  the 
former  by  at  least  one  percentage  point" . 

What  this  regulation  says  is  that  if  you  assume  a  5%  rate 
of  salary  inflation,  then  you  must  assume  a  6%  rate  of  return 
on  your  investment  assets.  By  the  same  token,  if  you  were  to 
have  assumed  the  rate  of  inflation  which  has  in  fact  been 
experienced  under  the  A.I.B.  in  the  last  two  years,  you  would 
have  had  to  assume  rates  of  return  on  portfolio  assets  of  9.2% 
and  11.8%  respectively  in  1976  and  1977.  Unfortunately  for 
the  pension  funds,  these  rates  of  return  happen  to  be  in  excess 
of  the  rates  which  they  earned.  Hence,  the  ultimate  idiocy  of 
the  regulations  is  to  make  it  illegal  to  provide  sufficient 
funding  to  offset  the  rate  of  inflation  we  have  actually 
experienced.  And  this  is  what  the  government  has  described 
as  provisions  so  that  the  private  sector  could  come  closer 
to  the  indexing  which  is  available  to  the  public  sector. 

Time  does  not  permit  the  exploration  of  the  question  of 
issuing  indexed  bonds.  In  my  view,  it  would  be  very  difficult 
if  not  impossible  for  private  corporations  to  issue  indexed 
bonds.  The  reason  is  that  they  would  be  assuming  an  unlimited 
and  unknown  open  ended  liability  for  the  future.  If  there 
were  a  high  rate  of  inflation,  the  cost  of  their  past  indebted¬ 
ness  would  rise  accordingly.  This  would  of  course  distort 
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their  financial  returns.  It  is  highly  doubtful  that  an  indexed 
bond  would  pass  the  scrutiny  of  the  Ontario  Securities  Commission, 
or  even  if  it  did,  whether  it  would  pass  the  scrutiny  of  inves¬ 
tors  who  have  to  look  at  the  viability  of  the  enterprise  over 
the  life  of  the  securities.  To  put  the  matter  in  more  obvious 
terms,  consider  whether  or  not  you  would  like  to  assume  an 
indexed  mortgage  when  you  buy  your  house .  Your  future  mortgage 
payments  would  not  be  fixed,  but  would  escalate  with  the  cost  of 
living.  It  seems  unlikely  that  this  would  be  an  acceptable 
instrument  of  indebtedness  to  the  general  public. 

Of  course,  governments  could  issue  indexed  bonds.  But 
this  will  only  shift  the  flow  of  savings  further  away  from  the 
private  sector  and  towards  the  public  sector.  Since  the  govern¬ 
ment  has  already  indicated  that  it  wishes  to  halt  and  possibly 
reverse  some  of  the  growth  of  the  public  sector,  the  indexation 
of  government  bonds  would  be  a  devastating  blow  to  the  private 
system. 

To  sum  up  in  conclusion,  it  is  against  the  law  to  assume 
a  rate  of  return  sufficiently  high  to  offset  inflation.  Even 
if  it  were  not  against  the  law,  it  is  impossible  to  achieve 
in  the  real  world,  because  the  rate  of  return  on  assets  is  in 
fact  eroded  by  inflation.  In  law  and  in  fact,  it  is  therefore 
impossible  for  private  pension  plans  to  do  what  the  public 
sector  has  done  for  itself.  And  that  is  the  long  and  short  of 
the  matter. 


14 


COMMENTS  ON  PRIVATE  AND  PUBLIC  PENSION  PROBLEMS 


Professor  J.  F.  Chalcraft 
Department  of  Economics 
Brock  University 

The  general  conclusion  that  emerges  from  the  discussion 
is  that  both  public  and  private  pensions,  although  for  somewhat 
different  reasons,  will  continue  to  face  rather  difficult  times 
if  the  future  economic  climate  turns  out  to  be  anything  like  the 
scenario  that  has  been  described  here  today. 

Private  Pensions 

With  regard  to  private  pensions  the  expected  continuation 
of  an  unacceptably  high  rate  of  inflation  for  the  next  several 
years  and  the  serious  consequences  that  this  will  have  for  the 
financing  of  private  pension  plans  and  for  the  real  value  of 
fixed  pension  benefits  is  certainly  the  most  important  issue. 

Unfortunately  the  solutions  that  have  been  proposed  are 
generally  unappealing.  The  provision  by  government  of  an  asset 
whose  nominal  yield  moves  in  harmony  with  the  rate  of  inflation, 
generally  referred  to  as  an  "indexed  bond"  while  helping  to 
solve  the  problem  of  private  pension  financing  and  facilitating 
the  provision  of  indexed  benefits  during  retirement,  has  the 
potential  to  create  serious  macro-economic  problems.  First, 
the  effect  that  an  indexed  bond  in  competition  with  non-indexed 
bonds  would  have  on  the  operation  of  Canadian  financial  markets 
and  ultimately  the  ability  of  private  firms  to  raise  capital 
is  unknown.  Second,  to  the  extent  that  the  existence  of  indexed 
bonds  makes  people  more  willing  to  accept  inflation,  simply 
because  the  costs  and  groups  injured  by  inflation  are  more 
difficult  to  identify,  there  are  serious  long-term  consequences. 
In  an  open  economy  such  as  we  have  in  Canada,  we  must  maintain 
competitive  prices  in  the  international  market  and  we  simply 
cannot  afford  to  remove  the  pressure  on  government  to  reduce 
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the  rate  of  inflation.  Third,  it  is  an  inescapable  fact  that 
in  an  inflationary  situation,  some  groups  however  difficult  to 
identify  must  bear  the  costs  of  inflation.  Indexed  bonds 
disguise  the  problem  and  make  the  identification  of  this  group 
more  difficult.  Nevertheless  the  costs  in  terms  of  increased 
taxes,  increases  in  the  money  supply  or  reduced  expenditure 
programs  in  order  to  finance  the  additional  interest  payments 
in  periods  of  accelerating  inflation  exist  and  are  very  real. 
Without  specific  knowledge  of  the  relative  income  and  asset 
positions  of  the  beneficiaries  of  indexation  and  those  who  must 
ultimately  bear  the  costs,  the  proposal  must  receive  more 
careful  examination. 

Another  alternative  often  discussed,  namely  the  replace¬ 
ment  of  private  pensions  by  an  expanded  government  program 
operated  along  the  lines  of  the  Canada  Pension  Plan  also  has 
serious  drawbacks.  First,  given  its  compulsory  nature  it 
lessens  the  opportunity  of  individual  groups  to  tailor  their 
retirement  program  to  their  own  individual  needs  and  wishes. 
Second,  if  operated  on  a  funded  basis,  which  in  light  of 
projected  demographic  changes  appears  to  be  the  only  viable 
alternative,  substantial  funds  would  be  placed  under  the  control 
of  public  officials.  Recent  indications  of  the  manner  in  which 
the  current  surplus  funds  in  the  Canada  Pension  Plan  appear 
to  have  been  used  by  provincial  governments  to  finance  current 
expenditure  without  regard  to  their  commitment  to  the  pension 
plan  makes  this  alternative  unappealing. 

One  is  left  therefore  with  a  somewhat  pessimistic  outlook 
for  the  future  of  private  pensions.  Governments  must  revise 
regulations  regarding  the  requirements  of  actuarial  soundness 
that  private  plans  must  satisfy  especially  in  periods  of  accel¬ 
erating  inflation.  In  this  regard  the  recent  lengthening  in 
the  number  of  years  over  which  experience  deficiencies  can  be 
removed,  has  had  some  benefit.  Those  responsible  for  the 
management  of  the  investment  portfolios  of  pension  funds, 
having  now  experienced  a  period  of  rapid  inflation,  must 
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exhibit  somewhat  greater  flexibility  in  investment  strategy  and 
invest  in  those  instruments  such  as  variable  rate  mortgages, 
short-term  bonds,  gold  and  real  estate,  all  of  which  tend  to 
outperform  the  general  equity  market  in  periods  of  high  and 
accelerating  inflation.  Finally,  governments  must  recognize 
that  they  cannot  continue  to  expand  expenditure  programs  in 
periods  of  slow  economic  growth  without  creating  serious 
problems  for  the  private  sector.  In  this  regard  there  is  some 
reason  for  optimism  as  several  provincial  governments  have 
begun  to  take  steps  to  reduce  expenditures.  This  move,  if 
continued,  should  help  to  reduce  the  rate  of  inflation  and  to 
make  the  problem  of  pension  planning  somewhat  more  manageable. 

Vesting  and  Lock-In  Benefits 

The  other  issues  involved  in  private  pensions  have  tended 
to  receive  much  less  attention.  The  beneficial  economic  effects 
often  claimed  for  the  immediate  vesting  of  pension  benefits  have 
been  somewhat  exaggerated. 

It  does  not  appear  that  immediate  vesting  would  signifi¬ 
cantly  increase  labour  mobility.  By  and  large  it  is  the  young 
who  are  the  most  mobile  segment  of  the  population.  They  are 
also  the  group  on  which  the  current  vesting  provisions  impose 
minimal  cost.  More  liberal  vesting  is  therefore  unlikely  to 
encourage  significantly  greater  movement  for  this  group.  For 
the  older  age  groups,  where  the  costs  of  termination  of  employ¬ 
ment  are  serious  if  benefits  have  not  vested,  there  is  evidence 
that  there  are  other  factors  which  explain  their  immobility. 

Any  move  to  liberalize  vesting  provisions  is  likely  to  result 
in  either  a  reduction  in  training  programs  offered  by  the 
employer  with  the  resulting  loss  of  income  to  the  individual 
and  the  reduced  level  of  output  for  society  or  the  implementation 
of  experience-related  fringe  benefits  which  effectively  achieve 
the  same  results  as  delayed  vesting  of  pension  benefits. 
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Lock-In  Provision 


The  removal  of  the  "lock-in  provision",  under  which  the 
individual  is  not  permitted  to  withdraw  contributions  when  he 
changes  employment  is  not  advisable.  Many  individuals  tend  to 
be  short-sighted  in  making  consumption  and  savings  decisions 
and  are  therefore  likely  to  use  the  withdrawn  contributions  to 
finance  current  consumption.  Since  those  individuals  are 
unlikely  to  make  adequate  provision  for  retirement  they  impose 
an  external  cost  on  those  members  who  have  made  adequate 
provision.  The  existence  of  the  Canada  Pension  Plan,  under 
which  benefits  vest  immediately  and  are  locked  in  does  not 
reduce  the  importance  of  the  potential  external  costs  since  the 
Canada  Pension  Plan  benefits  are  relatively  small  especially 
for  workers  with  a  history  of  low  earnings. 

The  proposal  that  individuals  be  allowed  to  transfer  with¬ 
drawn  contributions  to  a  registered  retirement  savings  plan 
does  not  appear  reasonable  since  individuals  with  low  incomes 
have  the  greatest  incentive  to  withdraw  contributions  to 
supplement  current  consumption.  They  are  therefore  the  group 
most  likely  to  impose  an  externa]  cost  on  society  during  their 
retirement  period.  Yet  under  the  proposal  these  individuals 
would  be  subject  to  the  least  tax  penalty  upon  withdrawal  of 
registered  retirement  savings  plan  benefits. 

Public  Pensions 

With  regard  to  the  public  pension  programs  in  Canada  the 
basic  two-tiered  program  in  which  a  minimum  level  of  pension 
benefits  is  provided  to  all  over  age  65  through  the  Old  Age 
Security  program  and  various  guaranteed  income  supplement 
schemes  in  combination  with  the  various  earnings  related  programs 
such  as  the  Canada  Pension  Plan  and  several  tax  provisions  which 
help  to  cushion  the  dramatic  decline  in  income  that  generally 
accompanies  retirement  from  gainful  employment,  appears  to  be 
a  reasonable  overall  design  for  a  public  program. 
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Nevertheless  in  light  of  the  expected  dramatic  changes  in 
the  age  structure  of  the  population,  combined  with  the  somewhat 
unfavourable  economic  forecasts  that  have  been  presented, 
fairly  substantial  modifications  to  the  operation  of  the  public 
pension  programs  must  be  given  immediate  consideration.  In  the 
short-term  high  unemployment  rates  forecast  for  the  next  several 
years  will  reduce  the  level  of  contributions  to  the  Canada 
Pension  Plan.  The  recent  drop  in  the  level  of  immigration  and 
its  expected  continuation  in  response  to  slow  economic  growth 
will  further  reduce  the  number  of  contributors.  The  low  interest 
rate  paid  by  provincial  governments  for  the  use  of  the  surplus 
funds  in  the  Canada  Pension  Plan, coupled  with  indications  that 
the  loans  have  been  used  in  large  part  to  finance  current 
government  expenditure  rather  than  investment,  and  the  growing 
suspicion  that  the  loans  may  never  be  repaid,  serve  to  reduce 
the  anticipated  inflow  of  revenues  to  the  Canada  Pension  Plan 
and  to  raise  the  ultimate  pension  burden.  Finally  and  certainly 
most  important,  over  the  long  term  the  anticipated  continuation 
of  low  birth  rates  will  result  in  a  dramatic  aging  of  the 
population.  The  ratio  of  pension  beneficiaries  to  the  number 
of  employed  workers  will  increase  steadily  and  may  reach  35-40 
per  cent  by  the  year  2025. 

On  the  benefit  side,  full  indexation  combined  with  the 
expected  high  rates  of  inflation  will  dramatically  increase  the 
outflow  of  funds  over  previously  projected  levels.  Over  the 
longer-term  the  rise  in  the  proportion  of  female  beneficiaries, 
who  because  of  greater  life  expectancy  will  receive  benefits  for 
a  longer  period  of  time,  will  accelerate  the  outflow  of  pension 
benefits . 

If  one  accepts  these  demographic  projections  and  economic 
forecasts  then  there  is  little  alternative  but  to  move 
immediately  to  establish  funded  public  pension  programs. 

In  light  of  the  problems  experienced  with  the  current 
partially  funded  program,  steps  must  be  taken  to  ensure  that 
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the  surplus  funds  earn  the  market  rate  of  interest  and  are  in 
fact  used  for  investment.  The  proposal  that  the  funds  be  made 
available  to  private  enterprise,  despite  the  increased  adminis¬ 
trative  costs  that  will  be  incurred,  does  provide  some  assurance 
that  the  avowed  benefits  of  a  funded  plan  will  be  realized. 

In  order  to  achieve  a  funded  plan,  workers  today  must  make 
current  sacrifices  in  the  form  of  higher  pension  contributions. 
Given  that  the  program  has  achieved  almost  universal  coverage 
there  appears  to  be  two  ways  in  which  increased  funding  can  be 
achieved.  Either  the  contribution  rate  or  the  ceiling  on 
contributory  earnings  must  be  increased.  Given  the  rather  large 
increase  in  the  contribution  rate  that  would  be  required  and 
the  serious  burden  that  such  an  increase  would  impose  on  low 
income  workers,  with  the  resulting  work  disincentive  effects, 
more  consideration  needs  to  be  given  to  the  possibility  of 
raising  at  least  a  portion  of  the  additional  revenue  through 
an  increase  in  the  ceiling  on  contributory  earnings  and  the 
removal  of  the  basic  exemption.  While  this  proposal  would 
require  some  revision  to  the  benefit  formula,  this  does  not 
appear  to  be  a  serious  problem  as  there  is  at  present  no  close 
relationship  between  individual  contributions  and  benefits. 

In  recommending  a  funded  public  pension  program  one  must 
recognize  that  the  basic  design  of  the  program  may  itself  cause 
individuals  to  change  their  economic  behavior  and  thereby  alter 
the  assumptions  upon  which  the  recommendations  are  based.  For 
example,  to  the  extent  that  funding  increases  the  expectations 
of  the  individuals  that  they  will  receive  large  retirement 
benefits,  they  may  simply  use  the  public  pension  to  replace 
personal  savings  or  to  reduce  work  effort.  As  the  benefits 
increase  and  individuals  become  more  knowledgeable  of  the  level 
of  benefits,  the  disincentive  effects  assume  greater  economic 
significance.  With  a  funded  program,  these  disincentive  effects 
may  cause  the  expected  increase  in  the  level  of  investment  to 
be  substantially  reduced.  What  is  required  is  empirical 

evidence  on  the  magnitude  and  direction  of  the  effect  of 
pensions  on  private  savings  and  work  effort. 
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Final  Considerations 


One  must  recognize  that  economic  forecasting  and  pension 
planning  over  periods  of  40  to  50  years  is  a  very  imprecise 
business.  Over  the  long-term,  economic,  social  and  political 
changes  can  and  do  take  place.  The  implicit  assumptions  involved 
in  any  set  of  pension  projections  must  constantly  be  kept  in 
mind . 

Already  there  are  indications  that  some  of  the  key  assump¬ 
tions  involved  in  the  forecasts  are  incorrect  and  that  economic 
changes  are  underway  which  will  ultimately  lessen  the  pension 
burden.  The  entrance  of  more  women  into  the  labour  force,  for 
example,  and  their  movement  into  more  productive  jobs  has  and 
will  continue  to  reduce  the  pension  burden.  The  birth  rate  is 
already  showing  signs  of  moving  above  its  recent  low  level. 

The  child  dependency  ratio  will  decline  in  the  years  ahead  as 
the  aged  dependency  ratio  increases.  The  overall  burden  of 
transfer  payments  may  not  increase  substantially  in  the  years 
ahead  as  the  reduced  cost  of  caring  for  the  young  will  help  to 
offset  the  increased  cost  of  caring  for  the  aged.  Finally, 
there  has  been  recent  discussion  of  a  ban  on  compulsory  retire¬ 
ment.  If  put  into  effect,  the  importance  of  both  public  and 
private  pensions  would  be  substantially  reduced. 
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